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Since the last meeting of the Federal Open Market Committee, the dollar has been in 

demand against all major currencies. For example, the dollar has advanced by some 7 percent 

against the German mark and other currencies linked to it within the EMS, 10 percent against 

the Swiss franc, and 3 4  percent against the Japanese yen. The major reason is the pull of 

substantially higher interest rates in the United States and in the Euro-dollar market. The 

differential between Euro-dollars and Euro-marks alone widened from 6 percent to 10 percent, 

a record. 

The flow into dollars has been a combination of commercial leads and lags and 

other corporate funds, private portfolio shifts, and of placements in dollars by OPEC investors 

that had been channeling funds into other currencies. There have been some hefty transactions 

both ways, however, as some diversifiers have taken advantage of the lower rates for other 

currencies to switch out of dollars. With the dollar rising on balance, it is satisfying to think 

that those who for political reasons moved out of the dollar last fall and into other assets 

including gold are doubtlessly sitting on some very big losses. The gold price has tumbled 

some $400 from the peak of $875 in January to $474 this morning. 

While the dollar’s advance has perhaps been a relief to us, the authorities of 

other countries have sought to resist the rise of the dollar lest the combination of a rising dollar 

and the higher oil price, denominated in dollars, exacerbates domestic inflationary pressures all 

the more. Most other major central banks also raised their official rates in recent weeks but 

market rates have not moved up so sharply in other countries as in the United States. Indeed, 

in most cases the central banks have been cautious ahout tightening further in view of the risk 

of triggering slowdowns in their economies. To the extent that the central banks are concerned 

about the weakening of their currencies against the dollar, however, they have resorted mainly 

to heavy intervention in the exchange market--in all during the period the G-10 central banks 

sold a net of $10 billion. Some have also made adjustments in capital controls so as to 

encourage inflows. The German, Swiss and Japanese have actively solicited funds from the 

OPEC central banks. 
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So far, the U.S. program announced last Friday has been quite well received in 

the exchanges and the dollar has advanced hrther. Traders are quick to point out, however, 

that the positive reaction rests essentially on the expectation that interest rates will remain high 

here relative to  the rates abroad. Economic fundamentals continue to be unfavorable for the 

dollar, in terms of the outlook for our trade and current account positions and our inflation rate. 

With the Bundesbank selling dollars in such large quantities, we were able to 

share in the mark proceeds of that intervention. And we were able to acquire sizable amounts 

of marks from correspondents. As a result, last week we completed the repayment of $2.7 

billion of marks swap debt. The overall swap operation since last June netted the Federal 

Reserve a loss of some $38 million. But experience has shown that to maintain the short-term 

nature of the swap arrangement it is best to clear the line quickly lest we have a new reversal of 

the dollar and need to start drawing again. The Treasury shared the mark sales with us on the 

way down but initially did not share in the mark purchases on the way up. All the marks we 

are purchasing now are for the Treasury, at profitable rates, [unintelligible] position under its 

Carter notes by $260 million [unintelligible]. 

Beginning March 4, the Federal Reserve has also been participating in the 

intervention in support of the yen. From November 1978, when we intervened to correct an 

excessive decline of the dollar, the swing in Japan’s payments account had been particularly 

drastic and the yen rate had fallen from around 180 to near the 250 level early this year, or by 

nearly 40 percent. The oil price has doubled in the interim, which means that Japan, as others, 

will have a substantial adjustment on its hands. Nevertheless, the decline of the yen against the 

dollar was clearly threatening to become excessive. 

The Japanese authorities had been pressing for some time for us to help them 

stop the slide of the yen through purchases of yen for our own account. They also pressed 

others, including OPEC, members to buy and hold yen. The Desk had already been 

intervening in yen for the account of the Bank of Japan, and to have any effect on market 

psychology there would have to be an announcement that we would be participating more 

directly in the operation. Our concern was that announcing a purely bilateral operation in 

support of the yen could be misinterpreted in the market and trigger a rise not only of the yen 

but of other major currencies against the dollar as well. For that reason, we encouraged the 

Japanese to approach the Germans and Swiss to see if they might join in any announcement 
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and participate in the operation. After extensive consultations, those two central banks agreed 

to lend their names to a statement by the Japanese. The statement was released in Tokyo on 

March 3, accompanied by measures by the Japanese to encourage capital inflows. Over 

subsequent days, there was a period of testing in which the Bank of Japan intervened massively 

in Tokyo and New York, in the sum of 

buying some $147 million of yen for our own account. So far the Swiss have bought modest 

amounts of yen; the Germans have not bought any yen, but of course they have been very busy 

defending their own currency. We have indicated that we would be willing to take on some 

$250 million at most in this operation and if the Japanese need more assistance from us that we 

would be prepared to activate the swap arrangements should they request drawings. Today the 

Bank of Japan raised its discount rate by 1 4  percentage points to 9 percent, and other 

measures are possible in the next weeks. Japanese exports are already beginning to pick up 

strongly, and I think it is only a matter of time before the yen begins to recover on its own. 

We shared the New York operation by 



F.O.M.C. MEETING 
MARCH 1 8 ,  1 9 8 0  

REPORT OF OPEN 
MARKET OPERATIONS 

Reporting on open market operations, Mr. Sternlight made 

the following statement. 

Open market operations since the February meeting of 

the Committee were conducted against a background of strengthening 

monetary aggregates, deteriorating financial markets, and then 

. widespread anticipations of new official initiatives to deal with 

burgeoning inflation. Initial market reaction to the array of 

new measures and proposals announced last Friday has been mixed-- 

with verbal comments dominated by skepticism, and interest rates 

first a little higher yesterday but then lower by the day's end. 

Stocks were off sharply on the day, though. 

Just after the early February meeting monetary growth 

seemed to be coming out quite close to the Committee's desires. 

By mid-February, however, it appeared that February growth was 

coming in stronger than desired and this impression was further 

confirmed as the month progressed. In response, the Desk aimed 

for lower levels of nonborrowed reserves than were contemplated 

in the original path specifications, so that a substantially in- 

creased need to borrow at the discount window was imposed on the 

banking system. In turn, this intensified reserve pressure helped 

to push the Federal funds rate and other short-term rates substantially 

higher. 

the 3-week subperiod ending February 27--total reserves turned 

out $ 2 8 0  million above path, while nonborrowed reserves came in 

For the first half of the period since the last meeting-- 

about $230 million below their path (which had already been adjusted 
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downward modes t ly) .  Borrowing i n  t h o s e  t h r e e  weeks averaged about  

$1.8 b i l l i o n ,  compared wi th  an i n i t i a l l y  contemplated l e v e l  close 

t o  $1.2 b i l l i o n .  

The excesses i n  t o t a l  r e s e r v e  growth above p a t h  w e r e  

more pronounced i n  t h e  second h a l f  of t h e  per iod-- the t h r e e  weeks 

ending March 19--even though by e a r l y  March t h e  e x c e s s i v e  growth 

i n  aggrega te s  was beginning t o  aba te .  As noted  i n  t h e  Blue Book, 

December-March growth is c u r r e n t l y  e s t i m a t e d  t o  be j u s t  modes t ly  

above t a r g e t  f o r  t h e  M measures, though s t i l l  c o n s i d e r a b l y  above 

for  M . For t h e  t h r e e  w e e k s  ending t o m o r r o w ,  it i s  estimated 

t h a t  t o t a l  reserves cou ld  be abou t  $700 m i l l i o n  above p a t h .  Non- 

1 
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borrowed reserves cou ld  come i n  s e v e r a l  h u n d r e d , m i l l i o n  below t h e i r  

downward-revised p a t h ,  w i t h  borrowing a v e r a g i n g  close t o  $3  b i l l i o n .  

P a r t  of t h i s  f u r t h e r  rise i n  borrowing--up t o  a b o u t  t h e  $ 2  1/4 

b i l l i o n  level--was an in t ended  r e s u l t  of t h e  e x c e s s i v e  growth i n  

aggrega te s  and hence demand f o r  reserves, and was accompanied by 

f u r t h e r  upward p r e s s u r e  on  t h e  funds  ra te  and other sho r t  rates 

i n  e a r l y  March. A f u r t h e r  p a r t  of t h e  r i se  i n  borrowing, however,  

r e f l e c t e d  stepped-up bank i n i t i a t i v e s  t o  use  t h e  window, e s p e c i a l l y  

on t h e  p a s t  two F r i d a y s  when borrowing bulged  s h a r p l y ,  p o s s i b l y  

s t imu la t ed  t o  some degree  by e x p e c t a t i o n s  of d i s c o u n t  r a t e  ac t ion .  

Once it  occurs, a weekend borrowing b u l g e  of t h i s  k ind  carries 

a n  impl i ca t ion  f o r  t h e  a p p r o p r i a t e  l e v e l  of nonborrowed reserves 

making it reasonab le  t o  have a l o w e r  l eve l  of nonborrowed t h a n  i n  

t h e  pa th ,  lest  to t a l  reserves push even  f u r t h e r  abo6e p a t h ,  

C e r t a i n l y ,  the l e v e l  of borrowing remains one  of t h e  more 

d i f f i c u l t  elements t o  cope  w i t h  i n  o u r  r e s e r v e  t a r g e t i n g  approach .  
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P o s s i b l y ,  t h e  new su rcha rge  announced l a s t  Fr iday  w i l l  add i n  t i m e  

t o  some g r e a t e r  p r e d i c t a b i l i t y  i n  u s e  of t h e  window, b u t  a t  l e a s t  

i n i t i a l l y  t h e  new procedure i t s e l f  adds  ano the r  element of un- 

c e r t a i n t y  i n  d e v i s i n g  t h e  a p p r o p r i a t e  l e v e l  of borrowing. 

I n d i c a t i v e  of t h e  h e i g h t e n i n g  p r e s s u r e s  as  t h e  r e c e n t  

p e r i o d  proceeded,  weekly a v e r a g e  F e d e r a l  funds ra tes ,  a f t e r  working 

downward d u r i n g  January from around 1 4  p e r c e n t  t o  under 13  p e r c e n t  

i n  e a r l y  February,  climbed t o  around 1 4  1 / 2  - 15 p e r c e n t  i n  l a t e  

February.  The Committee l i f t e d  t h e  1 5  1/2 percent upper bound on 

t h e  weekly average  ra te  t o  1 6  1/2 p e r c e n t  on February 2 2 .  I n  

e a r l y  March, w i t h  somewhat greater reserve p r e s s u r e s  a p p l i e d ,  and 

a t u r b u l e n t  market a tmosphere i n  which ra te  i n c r e a s e s  tended t o  

reinforce one a n o t h e r ,  t h e  funds r a t e  rose st i l l  h ighe r ,  to weekly 

ave rages  i n  t h e  area of 1 6  - 1 6  1/2 p e r c e n t .  The C o m m i t t e e  r a i s e d  

t h e  upper bound on the weekly average rate fur ther  t o  18 p e r c e n t  

o n  March 7,  so t h a t  t h e  presence of an  upper l i m i t  ha s  n o t  con- 

s t r a i n e d  t h e  Desk's p u r s u i t  of reserve o b j e c t i v e s .  

O u t r i g h t  purchase  and sale or  redemption a c t i v i t y  w a s  

n e a r l y  a s tand-of f  f o r  t h e  f u l l  period--amounting on each side 

t o  abou t  $1.8 b i l l i o n .  Sales and redempt ions  of b i l l s  were 

under taken  l a r g e l y  i n  l a te  Februa ry ,  i n c l u d i n g  a s i z a b l e  marke t  

sa le  on  February  22, i n  an  unse t t led  atmosphere,  when t h e  Desk 

took  t h e  unusual  s tep  of t e l l i n g  t h e  d e a l e r s  how much w e  wanted 

t o  sel l  o f  s h o r t - m a t u r i t y  b i l l s - - t h u s  r e l i e v i n g  one  element  of 

market  u n c e r t a i n t y .  O u t r i g h t  p u r c h a s e s  w e r e  concen t r a t ed  a t  t h e  

end of t h e  p e r i o d  and were c h i e f l y  for d e l i v e r y  i n  t h e  c u r r e n t  

s t a t e m e n t  week. The p u r c h a s e s  i n c l u d e d  a b o u t  $485 mi l l i on  of 
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Treasury  coupon i s s u e s  a s  w e l l  a s  l a r g e  b i l l  a c q u i s i t i o n s .  R e -  

purchase  agreements and matched s a l e s  were used f l e x i b l y  a s  

sho r t - t e rm needs arose t o  a l i g n  r e s e r v e  l e v e l s  wi th  path o b j e c t i v e s .  

In te res t  r a t e s  s c a l e d  new h e i g h t s  d u r i n g  t h e  i n t e r m e e t i n g  

p e r i o d ,  i n  markets t h a t  func t ioned  h a l t i n g l y .  T i m e  and aga in ,  t h e  

market  b i d  f o r  new Treasury i ssues  a t  r eco rd  rates only  t o  see t h e  

i s s u e s  d e c l i n e  i n  price i n  subsequent  t r a d i n g .  Understandably, 

t h i s  e x e r c i s e  w a s  d i s c o u r a g i n g  t o  d e a l e r s  and i n v e s t o r s ,  and perhaps 

t h e  remarkable  t h i n g  i s  t h a t  a u c t i o n s  were covered i n  more or less 

o r d e r l y  f a sh ion .  Underlying t h e  marke t ' s  pessimism--which w a s  

a l r e a d y  w e L l  en t renched  w i t h  t h e  sha rp  increases i n  i n t e rmed ia t e  

and longer  rates t h a t  took  place i n  January--was t h e  deep-seated 

view t h a t  i n f l a t i o n  w a s  worsening and t h e  Admin i s t r a t ion  w a s  do ing  

l i t t l e  about it. During February ,  a ve ry  steep rise began i n  

s h o r t e r - t e r m  rates a s  w e l l ,  p a r t l y  responding t o  t h e  increased  

reserve p r e s s u r e  e x e r t e d  by open  market o p e r a t i o n s ,  and p a r t l y  a 

p sycho log ica l  r e a c t i o n  t o  t h e  i n c r e a s e s  o c c u r r i n g  a c r o s s  t h e  

m a t u r i t y  spectrum i n  v e r y  t h i n ,  almost nonfunct ioning  markets. 

By t h e  la t ter  p a r t  of February,  some s h a r p  p r i c e  ra l l ies  

developed,  s t i l l  i n  v e r y  t h i n  markets ,  amid rumors t h a t  o f f i c i a l  

c o n s i d e r a t i o n  w a s  being given t o  new m e a s u r e s  such  as wage and 

price controls, selective credit  controls, -and budget  c u t s .  These 

price g a i n s  reduced n e t  losses f o r  t h e  period i n  i n t e rmed ia t e  and 

l o n g e r  i s s u e s .  B i l l  rates also came d o w n t h e l a s t  few days,  w h i l e  

rates on o t h e r  sho r t - t e rm i n s t r u m e n t s  such as C D ' s  s tayed  v e r y  high.  

The n e t  rise i n  y i e l d s  of i n t e r m e d i a t e  m a t u r i t y  Treasury  

issues w a s  roughly 1 t o  3 1/2 pe rcen tage  po in ts  over t h e  pe r iod ,  



and f o r  long-term issues  about  1 percentage po in t .  A t  t h e i r  

w o r s t ,  though, near  t h e  end of February,  y i e l d s  were as much a s  

1 p e r c e n t  above t h e  most recent l e v e l s .  The h i g h e s t  a u c t i o n  y i e l d  

f o r  a Treasury  coupon i s s u e  w a s  t h e  14.39 pe rcen t  average  f o r  

5-year n o t e s  on  February 26. This  issue c losed  t h e  pe r iod  b id  t o  

y i e l d  below 1 3  1 / 2  p e r c e n t  and it is c u r r e n t l y  t h e  on ly  Treasury  

coupon i s s u e  quoted a t  a premium p r i c e .  There is t o  be a n  a u c t i o n  

of 2-year no tes  t h i s  Thursday, and c u r r e n t  guess ing  is f o r  a y i e l d  

around 1 5  p e r c e n t .  Th i s  would compare wi th  about 1 4  p e r c e n t  on 

t h e  2-year no te s  a month ago and 11 1 / 2  p e r c e n t  two months ago. 

Among s h o r t e r  m a t u r i t i e s ,  where rates had been f a i r l y  

stable from t h e  s t a r t  of t h e  y e a r  u n t i l  e a r l y  February,  t h e  i n -  

creases over the  past s i x  weeks have ranged t o  s e v e r a l  p e r c e n t a g e  

points.  The. t h r e e -  and six-month b i l l s  i n  y e s t e r d a y ' s  a u t i o n ,  a t  

15.05 and 1 4 . 9 5  pe rcen t ,  r e s p e c t i v e l y ,  w e r e  up from around 1 2  p e r c e n t  

i n  e a r l y  February.  P u t t i n g  t h o s e  l a t e s t  ra tes  of d i s c o u n t  on a 

coupon e q u i v a l e n t  basis produces y i e l d s  of about  15  7/8 and 16.40 

percent. A t  t h a t ,  b i l l s  have b e n e f i t t e d  somewhat i n  r e c e n t  d a y s  

f r o m a f l i g h t  t o  q u a l i t y ,  w h i l e  some o t h e r  s h o r t  rates have r i s e n  

even more. Secondary market  q u o t e s  on major bank CDs ,  f o r  example, 

are up some 4 1 / 2  t o  5 p e r c e n t a g e  p o i n t s  f o r  t h e  pe r iod ,  and p r i m e  

commercial paper o f f e r e d  by d e a l e r s  is  up  around 4 percen tage  

poin ts .  The banks '  predominant prime ra te ,  18  1/2 percent now, 

compares w i t h  1 5  1 / 4  p e r c e n t  i n  e a r l y  February.  

What have t h e s e  k i n d s  of rate moves meant t o  the f u n c t i o n i n g  

of markets?  C e r t a i n l y  t h e  marke t s  have been hobbled, and on  some 

days close t o  non-functioning--but so far,  a t  least ,  I have not  had 
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a s e n s e  o f  permanent damage. I n  t h e  Government market ,  Treasury 

a u c t i o n s  and Federal  Reserve open market o p e r a t i o n s h a v e  been 

handled  s a t i s f a c t o r i l y ,  though one sometimes had t o  reach  for 

s c a l e d  o u t  b i d s  or o f f e r i n g s  t o  accomplish s a l e  and purchase 

o b j e c t i v e s .  I n  some p r i v a t e  market s e c t o r s ,  s o m e  i s s u e r s  have 

chosen  t o  withdraw for  a t i m e ,  b u t  t o  what degree  t h i s  s i g n i f i e s  

real  long-run r e s t r a in t  o r  j u s t  shor t - te rm rearrangements  of 

demands i s  hard  t o  assess. 

F i n a l l y ,  on a l o c a l  housekeeping no te ,  t h e  Committee 

shou ld  be advised t h a t  a t  t h e  beginning o f  March t h e  domestic 

t r a d i n g  desk  suspended i t s  t r a d i n g  r e l a t i o n s h i p  w i t h  Second D i s t r i c t  

Securi t ies  Div is ion  o f  M.A. Schap i ro  and Co.  T h i s  r e s u l t e d  f r o m  

a long-term s l ippage  i n  t h e  f i r m ' s  s h a r e  of market t r a d i n g  a c t i v i t y  

and w a s  i n  no way a r e s u l t  of r e c e n t  market t u rbu lence .  By and 

large, t h e  checking w e  have done sugges t s  t h a t  pr imary d e a l e r s  

on the  whole have n o t  f a r e d  bad ly  from a p r o f i t  s t a n d p o i n t  r e c e n t l y .  

Some have had losses, b u t  they  s e e m  t o  have occur red  i n  firms 

t h a t  can weather them, and m o r e  of t h e  f i r m s  have a c t u a l l y  had p r o f -  

i t ab l e  months r e c e n t l y  through keeping  l o w  p r o f i l e s  and e x e r c i s i n g  

nimble footwork. 



James L. Kichl ine 
Harch 18, 1980 

FOMC BRIEFING 

Incoming information suggests  t h a t  aggregate  economic a c t i v i t y  

t h i s  q u a r t e r  has  continued t o  expand. The s t a f f  now expec ts  r e a l  GNP t o  

rise about 2 percent a t  an annual r a t e  i n  the  f i rs t  qua r t e r ,  the  s a m e  a s  

i n  the preceding quar te r .  Nevertheless ,  a v a i l a b l e  information from a v a r i e t y  

of a r eas  a l s o  poin ts  t o  a weakening of a c t i v i t y  and the s t a f f  f o r e c a s t s  t h a t  

the  economy probably w i l l  s l i p  i n t o  recess ion  beginning nex t  quar te r .  

admin i s t r a t ion ' s  new a n t i - i n f l a t i o n  program has not  been incorporated i n  

t h e  p r o j e c t i o n s ,  but  t h a t  would s u r e l y  add somewhat t o  t h e  f o r c e s  a c t i n g  

t o  depress  a c t i v i t y .  The program i n  the s h o r t  run a l s o  w i l l  add t o  i n f l a -  

t i on ,  mainly through h ighe r  gaso l ine  p r i ces .  

The 

The growth of a c t i v i t y  t h i s  q u a r t e r  i s  ind ica t ed  by developments 

i n  employment, product ion,  and s a l e s .  But a c a r e f u l  reading  of these  and 

c t h e r  s t a t i s t i c s  a l s o  provides  evidence of weakening. I n  l abor  markets,  

t o t a l  employment growth i n  February was s t i l l  q u i t e  s t rong ,  although less 

than i n  January,  and the  unemployment r a t e  edged down 0.2 percentage p o i n t  

t o  6.0 percent .  Most of the  employment growth cont inued t o  be i n  t r a d e ,  

f inance ,  and service i n d u s t r i e s  whi le  manufacturing was l i t t l e  changed. 

Average weekly hours worked--usually a f a i r l y  s e n s i t i v e  and e a r l y  l abor  

market ind ica tor - -dec l ined  i n  February f o r  the  second consecut ive  month, 

and, i n  f a c t ,  aggregate  hours worked i n  February dec l ined  a b i t .  But t he  

f i g u r e s  on i n i t i a l  c la ims  f o r  unemployment insurance  have not  y e t  shown a 

d i s t i n c t  r i s i n g  tendency and while  unemployment r a t e s  have r i s e n  f o r  some 

groups over t he  p a s t  6 months o r  so, t h i s  i s  a s soc ia t ed  mainly wi th  develop- 

ments i n  the a u t o  and s tee l  i n d u s t r i e s .  
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I n d u s t r i a l  production i n  February edged up 0.2 percent  on the  

s t r e n g t h  of increased output  of motor veh ic l e s  and p a r t s  from the  low 

January l e v e l s .  

dec l ined  1 / 4  percent.  Production of durable  home goods and m a t e r i a l s  

dropped appreciably while  business  equipment output  slowed f u r t h e r .  

Capacity u t i l i z a t i o n  i n  manufacturing was unchanged a t  j u s t  over 84 per-  

c e n t ,  about  3 percentage poin ts  below the  r e c e n t  peak i n  March of l a s t  

year.  

Aside from the  motor v e h i c l e  and r e l a t e d  s e c t o r s ,  ou tpu t  

Tota l  r e t a i l  s a l e s  i n  January rose  b r i s k l y  bu t  t he  advance da ta  

i n d i c a t e  a dec l ine  during February. Af t e r  ad jus t ing  f o r  t h e  rap id  inc rease  

of p r i c e s ,  t o t a l  r e t a i l  s a l e s  i n  February appear t o  be about  unchanged from 

t he  four th-quar te r  average. The domestic automobile component of sales has  

he ld  t o  about an 8 m i l l i o n  u n i t  annual rate--somewhat above t h a t  i n  the  

f o u r t h  q u a r t e r  mainly a s  a r e s u l t  of a cont inua t ion  and expansion of va r ious  

r eba te  programs. Smaller ,  f u e l  e f f i c i e n t  c a r s  gene ra l ly  remain i n  s t r o n g  

demand, with imported models experiencing e s p e c i a l l y  good sales. 

On average we read consumer spending a s  being i n  the  process  of 

weakening and expect dec l ines  i n  r e a l  terms i n  coming q u a r t e r s .  P re s su res  

on family budgets a r e  mounting and w i l l  i n t e n s i f y  i n  a s s o c i a t i o n  w i t h  

developments ou t s ide  the  consumer sec to r .  Although t a x  re fund  checks might 

provide a small  f i l l i p  t o  expendi tures  i n  t h e  s h o r t  term, d e c l i n i n g  r e a l  

incmnes and t i g h t  f i n a n c i a l  markets  w i l l  show through a s  key f o r c e s  depres-  

s ing  consumer out lays .  

I n  the  housing market cond i t ions  have t i gh tened  s u b s t a n t i a l l y  f u r -  

t he r  in r ecen t  weeks. Net d e p o s i t  f lows a t  t h r i f t  i n s t i t u t i o n s  have weakened 

considerably,  ea rn ings  p re s su res  have i n t e n s i f i e d ,  mortgage commitments 
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outs tanding  a r e  on the  dec l ine ,  and i n t e r e s t  r a t e s  have s h o t  up i n  both 

primary and secondary markets. 

in f luenced  by these developments, a s  home s a l e s  and housing s t a r t s  a r e  

t rending down. Our cur ren t  f o r e c a s t  p laces  housing s t a r t s  a t  a 1 m i l l i o n  

u n i t  annual  r a t e  i n  the  sp r ing  qua r t e r ,  w i th  only a moderate recovery later 

t h i s  yea r .  

Both homebuyers and homebuilders a r e  being 

The genera l  d e t e r i o r a t i o n  of long-term f i n a n c i a l  markets i s  l i k e l y  

a l s o  t o  a f f e c t  business  spending plans adverse ly ,  a l though i t ' s  too  soon t o  

have hard evidence of a downward r e v i s i o n  of spending p lans .  For  the  c u r -  

r e n t  qua r t e r ,  shipments of nondefense c a p i t a l  goods i n  January were q u i t e  

s t rong  and cons t ruc t ion  ou t l ays  continued a t  a high level. 

enough o rde r s  and c o n t r a c t s  i n  the  p i p e l i n e  t o  s u s t a i n  spending i n  the  near  

term, bu t  new o rde r s  and c o n t r a c t s  i n  r e a l  terms appear t o  have peaked 

e a r l y  l a s t  year. In  gene ra l ,  t h e  f o r e c a s t  conta ins  a r a t h e r  mild d e c l i n e  

i n  business  f ixed  investment o u t l a y s  compared t o  p a s t  cyc les .  I n  t h i s  

regard we have attempted t o  a l low f o r  s p e c i a l  f a c t o r s ,  such as t h e  s t r e n g t h  

of ou t lays  i n  the  petroleum indus t ry  and a u t o  indus t ry  o u t l a y s  a s soc ia t ed  

wi th  the  s h i f t  t o  sma l l e r  cars. However, t h e  weight of t h e  a v a i l a b l e  

evidence as we l l  a s  l i k e l y  responses  t o  developments i n  f i n a n c i a l  markets 

and a downturn i n  sales sugges t  cutbacks i n  t o t a l  investment o u t l a y s  t h i s  

yea r  and next. 

There a r e  

Overal l ,  r e a l  GNP dur ing  t h i s  y e a r  i s  f o r e c a s t e d  t o  d e c l i n e  1 - 3 / 4  

percent  and t o  t u r n  up i n  the  l a t t e r  h a l f  of next  year .  

a c t i v i t y  might be around 1 / 2  pe rcen t  l a r g e r  when t ak ing  account of t h e  

expected impact on a c t i v i t y  of t he  a d m i n i s t r a t i o n ' s  newly announced a n t i -  

i n f l a t i o n  program. This would s t i l l  imply a drop i n  a c t i v i t y  from peak 

The d e c l i n e  i n  
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t o  trough t h a t  would be appreciably less than t h a t  during 1974-75 

al though more than the  average of o ther  postwar recess ions .  

recovery of a c t i v i t y  lacks v igo r ,  however, p r i n c i p a l l y  a s  a r e s u l t  of 

cont inuing  rap id  i n f l a t i o n  along with r e s t r a i n i n g  monetary and f i s c a l  

p o l i c i e s  . 

The p ro jec t ed  

On the  i n f l a t i o n  s i d e ,  producer and consumer p r i c e  indexes have 

increased  r a p i d l y  i n  recent  months and the re  l i k e l y  w i l l  be cont inuing  bad 

news f o r  the  next  s eve ra l  months. The consumer p r i c e  index i n  p a r t i c u l a r  

w i l l  be inf luenced not  only by the impact of t he  o i l  import levy but  a l s o  

by the  surge i n  mortgage i n t e r e s t  r a t e s .  The o i l  import levy i s  not 

r e f l e c t e d  i n  the  f o r e c a s t ,  but  the  d i r e c t  impact i s  es t imated  t o  add about 

1 / 2  percent  t o  i n f l a t i o n  t h i s  year .  

i n f l a t i o n  l a t e r  t h i s  year  and i n  1981 i n  response t o  a slowing of t he  

ex t raord inary  energy and mortgage r a t e  i nc reases  and the growing s l a c k  

i n  labor  and product  markets. I n  f a c t  no t  a l l  t he  news i s  bad; t h e r e  

i s  a h i n t  of s lackening i n  the  r a t e  of p r i c e  rise, or a c t u a l  dec l ines  of 

p r i c e s ,  i n  markets f o r  some m a t e r i a l s  and suppl ies - - inc luding ,  f o r  example, 

copper,  s teel  scrap ,  rubber,  lumber and plywood. These developments are 

t o o  few a s  y e t  t o  have much s ign i f i cance  i n  aggregate  p r i c e  measures, but  

they a r e  suggest ive of what i s  l i k e l y  t o  become inc reas ing ly  important  a s  

markets weaken f u r t h e r .  

We s t i l l  a n t i c i p a t e  some eas ing  of 
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Of the policy alternatives presented in the bluebook, alternative 

B continues throughout the first half of the ::ear the 4% percent annual rate 

of growth in M-1A and 5 percent for M-1B that the Committee decided on for 

the first quarter. But it involves a somewhat more rapid growth in M-2 

than the Committee had targeted for the first quarter. This more rapid 

growth recognizes the greater than expected willingness of the public to 

expand holdings of the interest-bearing components of M-2, particularly 

in the form of money market funds in the first two months of the year, 

at today's very high interest rate levels. Still, this stronger growth would 

leave M-2 expansion well within the FOMC'S 6 to 9 percent longer-run 

range for that aggregate. 

Continuation throughout the whole first half of this year of the 

Comittee's first-quarter objectives for the aggregates would appear con- 

sistent with the new anti-inflation program announced on Friday. For that 

program to be seen a s  effective in terms of at least adding a psychological 

impetus to lowering inflationary expectations--not to mention producing 

a real reduction in spending--it should probably not be followed by any 

very rapid growth in either the monetary aggregates OK bank credit. 

tendency toward slower growth in money might develop over the months 

ahead if and as the rate of expansion in nominal GNP and transactions demand 

for cash slows in line with staff projections. But the tendency would be 

buttressed by continuation for a while of somr degree of tension in credit 

markets. And such tension might be needed to insure slower growth in bank 

credit in line with the special credit restraint program, given our fore- 

cast of relatively strong credit demands over the next few months. 

A 
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The restraint on reserve growth implicit in the alternative B 

targets is likely to maintain pressure on intt,rest rates and credit conditions 

over the weeks ahead--always barring a sudden, sharp weakening of the economy. 

If the Committee wished to be more certain of continuing pressure on credit 

markets as the anti-inflation program takes effect, it might want to consider 

something like the specifications of alternative C--which call for lower 

money growth targets over the next few months, to be compensated for by 

a bit more rapid growth in the second half of the year when the economy is 

expected to be weakest. The relatively more rapid growth in the aggregates 

of alternative A--though still representing rather modest growth rates 

in an absolute sense--would appear least consistent with the spirit of the 

anti-inflation program since they are most likely to tend to encourage an 

immediate, noticeable easing of interest rate pressures and thereby tend 

to weaken market incentives for institutions to adhere to, for example, 

the special credit restraint program. 

Because growth in the aggregates was relatively rapid in January- 

February, all of the monetary alternatives preqented to the Committee in 

fact call for a considerable slowing in growth of the aggregates over the 

four months between February and June. Data thus far available in March 

indicate that very low, if any, growth is likely in M-1A for that month 

on average. But given the relatively low level of M-1A in early March, 

attainment of even a zero rate of growth on aTrcrage for the month will 

require a substantial rebound in the latter part of March. If that 

develops, it would imply a relatively high level of M-1A at the beginning 

of April and would lay the basis for a sizable rate of growth in the month 

of  April on average even if there was little further expansion in the course 

of that month. That does in fact seem the moqt likely pattern to us, and 
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i s  t h e  p a t t e r n  we have b u i l t  i n t o  t h e  proposed t a r g e t  p a t h s  f o r  t h e  

a g g r e g a t e s  o v e r  t h e  p e r i o d  from February  t o  June  shown i n  t h e  bluebook. 

Should  the  Committee wish t o  t i l t  t h e  odds toward minimizing t h e  

r i s k  t h a t  a n o t h e r  month o f  r e l a t i v e l y  l a r g e  money growth may unduly encourage  

i n f l a t i o n a r y  e x p e c t a t i o n s  and work a g a i n s t  t h e  s p i r i t  o f  t h e  a n t i - i n f l a t i o n  

program, i t  might  want t o  c o n s i d e r  t h e  d e s i r a b i l i t y  o f  aiming a t  r e l a t i v e l y  

l o w  money growth i n  A p r i l .  This  would tend  t o  a s s u r e  r e l a t i v e l y  l a r g e  

member bank borrowing and t i g h t  money market c o n d i t i o n s  i f  money does 

i n d e e d  grow r a p i d l y .  However, i t  would a l s o  l e a d  t o  a r a t h e r  prompt 

e n s u i n g  e a s i n g  o f  c o n d i t i o n s  i f  we  a r e  c o r r e c t  i n  OUT assessment  t h a t  any 

more r a p i d  money growth might unwind r a t h e r  q u i c k l y .  

What t h e  s t a f f  h a s  proposed ,  i n s t e a d ,  i s  t o  permi t  a r e l a t i v e l y  

r a p i d  growth o f  money--8)i p e r c e n t  f o r  M-1A undcr  a l t e r n a t i v e  B--but t o  

b a s e  i t  on a r e s e r v e  p a t h  t h a t  i n i t i a l l y  assuli'cs a r e l a t i v e l y  h i g h  leve l  

o f  member bank borrowing. Thus,  u n d e r  a l t e r n a t i v e  B ,  money market c o n d i -  

t i o n s  would n o t  e a s e  u n l e s s  money growth slow?. There a r e  more u n c e r t a i n t i e s  

t h a n  u s u a l ,  however,  i n  t h e  r e l a t i o n s h i p s  amone money s u p p l y ,  bor rowing ,  

and i n t e r e s t  r a t e s .  Banks' a t t i t u d e s  toward t h e  d i s c o u n t  window have 

b e e n  v o l a t i l e  i n  r e c e n t  months,  and t h e i r  r e a c t i o n s  t o  t h e  new s u r c h a r g e  

on t h e  b a s i c  d i s c o u n t  r a t e  cannot  e a s i l y  b e  p r e d i c t e d .  

even  a $ 2 $  b i l l i o n  l e v e l  o f  borrowing--as  assumed i n  a l t e r n a t i v e  B--may 

be  t o o  low f o r  t h e  money s u p p l y  t a r g e t s  a n d / o r  maintenance of t a u t  money 

market  c o n d i t i o n s  i f  t h e  $3f b i l l i o n  bor rowing  l e v e l s  of t h e  p a s t  week and 

a h a l f  s i g n a l  g r e a t e r  w i l l i n g n e s s  t o  borrow b y  banks and i f  t h e  new s u r c h a r g e  

sonehow encourages  banks t o  t a k e  more a d v a n t a e e  o f  t h e  lower b a s i c  r a t e .  

On t h e  o t h e r  hand ,  t h e  s u r c h a r g e  c o u l d  c a u s e  banks t o  conserve  t h e i r  

Thus, f o r  example,  
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borrowing until needs become pressing so  as t o  be more sure t o  avoid the 

higher rate. Member bank borrowing yesterday dropped to $1.9 billion. Thus, 

under the circumstances, the Manager may need to be more flexible than usual 

in adjusting nonborrowed reserves in light of perceived variations in banks’ 

willingness to obtain reserves from the discount window. 




